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Israel - Key Economic Indicators 


All values in Israeli pounds (IL) 
million, unless otherwise stated 


Estimated % Change 
1977 1978 1979 1977-1978 


Income, Production, Employment 
GNP, current prices 138,921 222,412 N/A 60.0 
2 


0 
GNP, 1978 prices 211,418 222,412 235,825 5. 
Per capita GP, 
current prices (IL) (a) 38,449 60,261 N/A 56.7 
Plant & Equipment Investment 
current prices 12.533 25 ;102 N/A 
National Income/capita, 
current prices 29 , 424 47,292 N/A 
Industrial production 
index (1968=100) (a) 196.5 207.7 N/A 
Productivity growth per worker -1.9 +1.0 +6.0 
Industrial wage index 
(1968=100) (b) 1,139.1 1,875.1 N/A 
Civilian labor force 
(thousands) (b) 1.207 41252 1,281 
Average unemployment rate 3.9 3,0 Bac 


Money and Prices 
Money supply 18,718 27,088 N/A 
Interest rate (big banks) 31 38 N/A 
Wholesale Price Index 

(1977=100) (a) 100.0 153.2 N/A 
Consumer Price Index 

(1976=100) (a) 134.6 202.7 N/A 


Balance of Payments ($ million) 
Gold & Foreign Exchange Reserves 
(IMF definition) (b) D2 2,678 N/A 
Foreign debt (b) 10,715 11,900 12,700 
Average Exchange Rate against 
against US dollar, IL (a) 10.50 17.48 N/A 
Balance of Payments, Goods & Svs. -2,556 3,184 -3,150 
Merchandise Exports FOB 2,963 3, 7Le 4,290 
Exports to US 565 686 N/A 
Merchandise Imports CIF 4,761 5,619 6,025 
Imports from US 981 as 116 N/A 


Main imports from the United States in 1978 ($ million) (E): agricultural products- 
303; machinery and electrical equipment - 265; transport equipment - 151; rough 
diamonds - 93; chemicals - 60; metal products - 56; optical and measuring 
instruments - 45; textile and clothing - 30; rubber and plastic products - 21; 
paper and paper products - 15; objets d'art - 13. 
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Footnotes: 

(a) Annual Average 
(b) End of Period 
E Estimate 

N/A Not Available 


Summary and Overview 


Israel's economy has moved rapidly into high gear after several years of low 
growth following the 1973 war. The slowdown prior to 1978 was the result of 
conscious GOI policy to deal with a balance of payments crisis precipitated 
by massive defense imports and the effects of the much higher world food and 
fuel prices. Real GNP rose 5.2 percent in 1978 and is expected to grow at 
even higher rates during the next several years. Despite popular perceptions 
to the contrary, living standards are rising in Israel as substantial real 
wage increases in recent years have boosted private consumption to new highs. 
By the end of 1977, Israel was in a much improved position in its foreign 
accounts due to a drop in imports and rapidly expanding exports. Despite 

an alarming inflation rate, the government decided to stimulate the economy. 
The predictable result has been acceleration in the inflation rate and a 
sharp deterioration in the current account of the balance of payments. 
Nonetheless foreign exchange reserves presently stand at a record high of 
nearly 3 billion dollars. 


Peace with Egypt also places further demands on Israel's economy. The 
withdrawal of the Israel Defense Forces from the Sinai over the next three 
years and their redeployment to Israel's southem Negev desert region, which 
includes the construction of two new air bases by the U.S. Government, will 
tax IsraelsS very limited manpower availability and result in significant 


additional demand pressures on an already overheated economy. 


The main engine of inflation is the government budget which continues to run 
substantial deficits, although the share of defense spending in the budget 
has fallen in recent years. With about 60 percent of the budget committed 
to defense spending and debt repayment, the goverment has been unable to cut 
expenditures, and has been reluctant to raise tax rates to reduce the budget 
deficit. The buéget for the fiscal year which began in April 1979 provides 
for a real fall in government consumption, but most observers doubt that this 
will be achieved. 


Israel's central bank has tried to run a tight monetary policy, but its attempts 
have been complicated by capital inflows from abroad. Since foreign currency 
controls were removed in late 1977, Israelis have been able to borrow abroad, 
and the private sector has resorted to loans from foreign money markets when 
local financing was unavailable. The Bank has now adopted policies to 
discourage this practice. 


The economy moved to full employment in 1978 and a labor shortage developed in 
many sectors, particularly in manufacturing. Productivity rose after several 
years of stagnation as Israel's manpower pool was more efficiently employed. 
The effects of the labor shortage and strong pressure from the almost totally 
unionized labor force have ensured that public and private sector wages and 
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disposable income have risen faster than prices -- despite GOI pledges to hold 
the line. 


The value of Israeli merchandise imports from the United States rose almost 12 
percent to over $1.1 billion in 1978. The U.S. market share nevertheless fell 
slightly to 19.2 percent. Part of this drop was due to increased spending on 
oil and uncut diamonds, which were from non-U.S. sources, but the declining 
market share also reflects the steady progress of European manufacturers in 
selling low-technology machinery and consumer goods to Israelis. As economic 
activity continues to quicken, American exporters will find a ready market for 
high technology equipment targeted to the growing export sector. There is also 
a strong demand for transport and earth-moving equipment for the Negev 
redeployment projects. Best prospects for U.S. sales are: electronic components, 
electronics industry products and test equipment, metalworking, and computers 
and peripheral equipment. Secondary target industries are in the electrical 
power industry, the aircraft industry, and in engines and mechanical power 
supplies. 


National Accounts 


Israel in 1978 resumed the high rate of economic growth that was characteristic 
of the country in the years prior to the 1973 war. The real GNP growth rate 
reached an estimated 5.2 percent following three years of economic stagnation 
during which real growth averaged only 2 percent. During 1975-77 the low 
growth rates were the result of conscious government. policies designed to 
rectify a serious balance of payments problem. During that period, government 
spending was cut in real terms and investment, especially in housing, fell 
sharply. The major growth sector in the 1975-1977 economy was in exports. 
Imports actually fell in real terms while private consumption rose moderately. 
In 1978, the pattern changed abruptly, following rapid improvement in the 
balance of payments picture in 1976-1977. With domestic demand rising in 1978, 
imports also rose to a real growth rate of 9.2 percent, compared with average 
annual declines of .5 percent during the slowdown. Exports on the other hand, 
measured on a national accounts basis, showed a 5.1 percent real growth rate, 
somewhat lower than in recent years. Real disposable income rose markedly 

in 1978. Real wage gains, higher domestic transfer payments, and a rise in 

the Israeli pound value of foreign currency income to many Israelis contributed 
to an increase of 5.8 percent in real disposable private income per capita. 
Private consumption rose 6.3 percent in real terms, over twice the rate of prior 
years. The savings rate rose slightly to 24.6 percent after stabilizing at 23 
percent in 1977 following sharp falls in 1975 and 1976. The government projects 
private consumption to grow 5 percent in 1979, but with the economy at full 
employment and pressure increasing on the wage front, this estimate may be 
conservative. Real gross domestic investment rose 1.6 percent in 1978, 
arresting an alarming decline of 6.3 percent annually during 1975-77. 

Investment was particularly strong in the industrial and agricultural sectors, 
and investment in trade and services sectors also recovered sharply. 
Transportation and communication sector investment continued to lag, and 
investment in housing grew only slightly. While private sector housing starts 
were up substantially, as government policy during 1978 relied on the private 
sector to take the lead in the housing sector, there was only a modest increase 
in the number of public housing starts. The outlook for the sector is uncertain, 
since, although there is a substantial demand for housing, especially in the 
main population centers, the redeployment of the Israel Defense Forces into the Negev 
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competes for the same resources which would otherwise go into the housing market. 
The outlook for continued growth in investment in other sectors is very good, 
Since, faced with a continuing labor shortage, businesses, especially indus- 
tries, are trying to upgrade their capital stock in order to increase output 
yer worker. 


Government spending also increased in real terms in 1978, when, as in previous years, 
defense spending proved to be the swing factor. Direct defense imports were up 
significantly, although domestic defense spending showed little change in real 
terms. However the rise in total defense spending lagged behind GNP growth, so 

the ratio of defense spending to GNP declined again in 1978 to 27 percent, down 

from 32 percent in 1977 and substantially below the nearly 40 percent of GNP in 
1975. 


Balance of Payments: Results and Prospects 


The deficit in the balance of payments on goods and services reached nearly 
$3.4 billion in 1978 compared to $2.56 billion in 1977. Although the value of 
exports of goods and services grew an impressive 19 percent, the increase in 
the value of imports, particularly of defense imports, more than offset the 
rise in export receipt. A reduction in the current account deficit had been 
Israel's main econamic target after the deficit reached crisis proportions 

of $4 billion and foreign exchange reserves fell to $1 billion in 1975. 

The Labor Government then in power instituted an economic slowdown to brake the 
rise in imports and gave substantial incentives to exporters. Its efforts 
were very successful and the deficit fell to $2.5 billion by 1977. Under the 
Likud Government's economic management, the current account deficit has 
increased, but substantial capital inflows have relaxed the pressure on the 
balance of payments and the government has decided to stimulate the econamy. 
The increase in economic activity caused a rise in the value of non-defense 
imports, particularly of production inputs and investment goods. At the same 
time the government remains committed to maintaining a high rate of export 
growth. 


Israel's largest export market is in Western Europe; under the terms of its 
Association Agreement with the European Community, many Israeli industrial 
products enter duty-free. Some 2,700 Israeli manufactures also enter the 
United States duty free as provided by the U.S. Generalized System of 
Preferences. Direct export subsidies were dropped by the government in the 
October 1977 New Economic Policy. 


Following the rise in disposable income over the past two years and the 
dramatic drop in international air fares, the number of Israelis traveling 
abroad has grown significantly -- to 430,000 in 1978 from 332,000 in 1977. 
This increase in Israeli foreign travel meant that the hoped-for improvement 
in the services account due to the increase in foreign tourism in Israel did 
not occur. 


The deficit in the civilian goods and services account is likely to grow in 
1979 because rising economic activity will lead to more imports of production 
inputs and investment goods. With domestic demand rising, exporters may 
also divert some of their production to the local market. However, exports 
have continued their healthy growth rate in early 1979, and the government 
has pledged to ensure a good rate of export profitability. 
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Exchange Rate Policy 


Israel unified its exchange rates in October 1977 and let the Israeli pound 
float in the foreign exchange market. Most foreign exchange controls were 

also removed at that time. The pound depreciated against the dollar for 

most of 1978, although in the fourth quarter the depreciation rate was 

very sluggish due to capital inflows. This frustrated the government's 

efforts to encourage enough depreciation of the pound to offset the effect 

of inflation on exporters' profitability. Without heavy government intervention 
in the market, the pound would have appreciated against the dollar. In January 
1979 the central bank had raised interest rates on foreign borrowing to the 
point where the capital inflow slowed, and the pound depreciated quickly from 
$1.00=IL 19.00 in February 1979 to pass IL 24 in late May. 


Reserves and the Foreign Debt 


Total foreign debt rose to $12.0 billion in 1978 from $10.7 billion in 1977. 
Much of the additional debt was long-term, although short-term borrowing from 
abroad by the private sector increased in the latter half of the year due to a 
tight internal monetary policy. This short-term borrowing by the private 
sector differed from that of the government's in 1975 when it had to borrow 
short to meet its obligations. 


The new long-term debt is owed mostly to the U.S. Government or to Israel Bond 
holders and carries easy terms. Although the total debt is large for a country 
of Israel's size, its credit rating remains strong. Israel expects to continue 
adding to its debt load in coming years - - in part to finance the foreign 
currency costs for the Sinai withdrawal. Most of this ($2.2 billion) will be 
provided by the U.S. Government in loans to be drawn down over the next three 
years. Concurrently Israel will borrow another $700 million in 1979 (and 
probably also in 1980) under the usual U.S. assistance program not related to 
the Sinai withdrawal. Because of the term structure of its loans, the Israeli 
Government does not face serious problems over the next few years in meeting 
its principal and interest payments. 


Reserves grew over $1 billion in 1978 according to IMF statistics. In early 
1979 reserves were approaching a total of $3 billion compared to $1.2 billion 
level of late 1975. Fears that the relaxation of foreign currency controls 
in late 1977 would spark capital flight from Israel have proven unfounded. 

On the contrary, the central bank has been a net buyer of foreign exchange 

to stem a tendency of the pound to appreciate due to capital inflows. No 
Significant fall in reserves in 1979 is anticipated. 





Financing the Current Account 


Israel has few problems in financing its deficit in the balance of payments on 
goods and services. German restitution payments were $400 million in 1978 
while donations from the world Jewish community reached over $800 million. 

The annual U.S. Government assistance package of approximately $800 million in 
economic aid and $1 billion in foreign military sales continued in 1978 and 
Israel Bond sales reached about $400 million. While Israel had hoped to relax 
its dependency on U.S. assistance to finance its balance of payments deficit, 
it has sought and received sizeable additional U.S. aid to cover the forei¢n 
exchange costs of Sinai withdrawal. Israel continues to borrow from conmercial 
banks, but now is in the process of shifting from short to medium and long term 
loans. 


Public Finance 


In the Israeli fiscal year ending March 30, 1979 the "unfinanced" government 
budget deficit reached IL 12 billion on expenditures of IL 206 billion, double 
the original projection. Since the "unfinanced" deficit was covered by borrowing 
from the Bank of Israel, this added to inflationary pressures. The FY 79 budget 
calls for expenditures of IL 304 billion and a deficit of IL 12 billion. Major 
elements of the budget include defense outlays of IL 85 billion and debt service 
of IL 91 billion. Since the budget does not include much of the projected 
expenditures on the Sinai withdrawal and redeployment in the Negev, it is likely 
that the budget and the deficit will actually be higher. 


Monetary Policy 


The Bank of Israel's attempts to set monetary policy are constrained by the 
requirement that it finance the government budget deficit and by the removal of 
foreign currency controls in late 1977. As previously mentioned, in late 1978 
the Bank tried to establish a tight internal monetary policy. When the private 
sector resorted to borrowing in the European markets via Israel's commercial 
banks, the Bank had to intervene in the foreign currency markets to counteract 
the effect of the inflow of borrowings on the exchange rate, and in the process 
created local currency. In early 1979, the Bank of Israel raised the interest 
rate on foreign borrowing by Israelis, and it hopes thereby to alleviate this 
complication to a coherent monetary policy. 


Prices and Incomes 


The consumer price index (CPI) rose 48 percent in 1978 compared to 38 percent 
in 1977. Both demand-pull and cost-push factors are involved. As the economy 
grows rapidly and the effect of the Negev redeployment further add to demand 
pressures, the inflation rate has continued to accelerate. 

Since the causes of the high inflation rate remain unalleviated, most 
observers think that the rate could reach 60 to 70 percent in 1979. 





Real wages rose again in 1978, growing almost 3 percent after increasing 
10 percent in 1977. Due to the widespread system of wage indexation which 
protects incomes against the effects of inflation, and a labor shortage 
which causes employers to bid for workers, real wages should show further 
gains in coming years. Although the govemment and private sector have 
Signed wage agreements with most of the completely unionized work force, 
there have been several wildcat strikes in recent months in the public 
sector as workers exploit their bargaining power. Continued labor 

unrest in the present inflatioMary environment is anticipated. 


Employment and Productivity 


The average wnemployment rate fell to 3.6 percent in 1978 from 3.9 percent 
in 1977 and the ecmony by early 1979 was at full employment. ‘The number 
of employed persons is now at an all-time high and more than 70,000 
residents of the West Bank and Gaza conmute daily to work inside the pre- 
1967 borders of Israel. ‘The number of women in the labor force is 

at a record high and the participation rate of Israelis aged 14 and over 
nas also reached a record. 


Labor shortages have appeared in many sectors, especially in constructim 
and manufacturing. ‘The civil service has resisted reduction in its work 
force, contrary to efforts by this and previous Israeli governments, and 
the labor shortage in the private sector is expected to intensify. 
Productivity rose 6 percent in 1978 following several years of stagnation 
during the slowdown. As the existing labor pool is more fully utilized 
in the upcoming period of high economic growth productivity gains 

should continue. This will be partially offset, however, by marginal 
workers entering the labor force. 


Implications for the United States 


Israel's non-defense imports from the United States in 1978 were valved at 
over $1.1 billion, up from $966 million in 1977. Nevertheless, the US 
market share fell to 19.2 percent in 1978 fram 20.2 percent in 1977. ‘The 
largest import category in 1978, as in previous years, was agricultural 
commodities valued at about $300 million, virtually unchanged from the 
1977 figure. As ecmomic activity continues at high levels in coming 
years, American exporters will find a ready market for capital goods to 
increase the productivity of Israel's small but highly skilled work force. 


Israeli production is directed not only to the growing domestic market 

but also to its export markets in Europe and America. Merchandise exports 
have increased in value by 20 percent or more annually in recent years; 

and with full employment, Israeli manufacturers are looking for high-volume 
production machinery to permit further expansion. American exporters face 
stiff competition from European sellers of less sophisticated machinery and 
consumer goods since transportation costs are lower from Europe and good 
service is provided. Best prospects for US exporters are in high 
technology, high productivity, high quality goods for which spare parts 
are readily available, these include: 





electronic components, electronics industry production and test equipment, 
metalworking equipment, and computers and peripheral equipment. The Embassy 
Commercial Section estimates that sales of U.S. products in these categories 
could rise by 10 to 25 percent annually over the next three years. 

Secondary target industries, where substantial increase in sales could result 
from strong presentations by US exporters, are in the electrical power 
industry, the aircraft industry, and in engines and mechanical power sales. 


An altogether separate market for US producers is associated with the redeployment 
of Israeli forces into the Negev from the Sinai. This redeployment is financed 
in part by US Government loans and grants and involves construction of a vast 
infrastructure in the Negev and three new airbases. These will provide sub- 
stantial opportunities for sales of transport, earthmoving, and construction 
equipment, since Israel has nowhere near an adequate stock of these items. 


US banks have lent to the Israeli Government and privately-financed institutions 
in recent years either directly or through correspondent banks. With the 

Signing of the peace treaty with Egypt and hopes for further regional cooperation, 
there should be increased opportunities for profitable lending. However, the 
Government's need for short- and medium-term loans is no longer as critical 

as in prior years, since its balance of payments and reserve positions have 
improved. Major opportunities are in short-term trade financing and in medium 
to long-term loans as Israel attempts to lengthen the term structure of its 
debt. 


The tourism industry is growing in Israel. The number of tourists visiting 
Israel in 1977 and 1978 exceeded 1 million annually, and the number is expected 
to increase with the signing of the peace treaty. US tour operators have taken 
advantage of this market and sellers of hotel and tourist equipment to the local 
market have good prospects. 


Israel welcomes foreign investment, particularly in export industries. While 
net foreign investment flows have remained low in recent years, Israel hopes 

to see more investors in the future. Israel has passed a new law to encourage 
foreign investment and hopes that the ready access to the European market for 
manufactured goods produced in Israel will bring in new investment. The 
attitude toward foreign investors is cordial, and Israel has no controls on 
remitting profits and dividends. Investors may receive substantial Israeli 

tax breaks and incentives if they invest in export industries or in geographical 
areas of the country which the government is trying to develop. 
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